408                                  CORPORATION FINANCE
Not all privileged subscriptions are underwritten. In some cases the
corporation feels so sure that its new stock will be subscribed by its present
stockholders that it does not care to pay the cost of underwriting it, This
cost varies with the circumstances. Perhaps the most common charge in
the nature of an insurance premium on all stock underwritten is 1 to 3 per
cent. In addition, it is not uncommon to allow a discount of 2 per cent or
more on the stock that the underwriters are required to take over, A great
deal of stock offered in the form of privileged subscriptions cannot find
responsible underwriters. If the stock already outstanding does not have
a fairly broad market, bankers would hesitate to underwrite it. If they
have anything to do with it, they would ordinarily prefer to buy it outright
and undertake to make a market for it. The most highly speculative
corporations would have difficulty in either selling their stock to bankers
or in inducing them to underwrite it, even where the past record of earnings
of the corporation is quite satisfactory.
This does not mean that underwriters never make mistakes in insuring
the sale of privileged subscriptions. Even in the sale of bonds, there are
opportunities for underwriting losses. One classic case that has been men-
tioned earlier in this chapter was the offer by the Bethlehem Steel Corp. of
$48,000,000 of convertible debentures in 1937. Because they were con-
vertible, they were first offered to the stockholders. As noted already, only
$1,996,700 of these bonds were subscribed for by the stockholders. Fortu-
nately for the corporation the issue was underwritten. An adverse turn
in the market occurred soon after the bonds were offered. With only about
4 per cent of the issue taken by the stockholders, the underwriters had to
take over the remainder of the issue. It is understood that these bonds were
first offered unsuccessfully by the underwriters at a price that represented a
loss to them. As might be expected, it is difficult to find out just what does
happen to such issues after they are taken over by the underwriters.
Another type of underwriting is that formerly undertaken by a company
affiliated with the issuing company. For example, in 1931, the Electric
Power and Light Corp. offered at $15 per share its common stock to the
outstanding holders at the ratio of 1%3 new share for each share held.
Electric Bond and Share Co. exercised its right to buy 567,845 shares and
underwrote the remaining 872,500 shares at $0.50 per share. As a result.
Electric Bond and Share Co. became the owner of 57 per cent of all common
stock outstanding. The use of the term "underwriting" hardly seems justi-
fied in such cases. The parent company simply takes over the unsubscribed
shares of the subsidiary. With the passage of the Securities Act of 1933,
this type of underwriting is looked upon with suspicion. At least the
commission has insisted that all financial relationships between the issuing
corporation and the security purchaser shall be disclosed so that the latter
may better judge, for example, the fairness of the commissions paid.